REGULATION NMS: THE SEC'S VIEW

HEARING

BEFORE THE

SUBCOMMITTEE ON
CAPITAL MARKETS, INSURANCE AND
GOVERNMENT SPONSORED ENTERPRISES

OF THE

COMMITTEE ON FINANCIAL SERVICES
U.S. HOUSE OF REPRESENTATIVES

ONE HUNDRED NINTH CONGRESS

FIRST SESSION

MARCH 15, 2005

Printed for the use of the Committee on Financial Services

Serial No. 109-9

&R

U.S. GOVERNMENT PRINTING OFFICE
23-736 PDF WASHINGTON : 2005

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



HOUSE COMMITTEE ON FINANCIAL SERVICES
MICHAEL G. OXLEY, Ohio, Chairman

JAMES A. LEACH, Iowa

RICHARD H. BAKER, Louisiana
DEBORAH PRYCE, Ohio

SPENCER BACHUS, Alabama
MICHAEL N. CASTLE, Delaware
PETER T. KING, New York

EDWARD R. ROYCE, California
FRANK D. LUCAS, Oklahoma

ROBERT W. NEY, Ohio

SUE W. KELLY, New York, Vice Chair
RON PAUL, Texas

PAUL E. GILLMOR, Ohio

JIM RYUN, Kansas

STEVEN C. LATOURETTE, Ohio
DONALD A. MANZULLO, Illinois
WALTER B. JONES, JRr., North Carolina
JUDY BIGGERT, Illinois
CHRISTOPHER SHAYS, Connecticut
VITO FOSSELLA, New York

GARY G. MILLER, California

PATRICK J. TIBERI, Ohio

MARK R. KENNEDY, Minnesota

TOM FEENEY, Florida

JEB HENSARLING, Texas

SCOTT GARRETT, New Jersey

GINNY BROWN-WAITE, Florida

J. GRESHAM BARRETT, South Carolina
KATHERINE HARRIS, Florida

RICK RENZI, Arizona

JIM GERLACH, Pennsylvania

STEVAN PEARCE, New Mexico

RANDY NEUGEBAUER, Texas

TOM PRICE, Georgia

MICHAEL G. FITZPATRICK, Pennsylvania
GEOFF DAVIS, Kentucky

PATRICK T. MCHENRY, North Carolina

BARNEY FRANK, Massachusetts
PAUL E. KANJORSKI, Pennsylvania
MAXINE WATERS, California
CAROLYN B. MALONEY, New York
LUIS V. GUTIERREZ, Illinois
NYDIA M. VELAZQUEZ, New York
MELVIN L. WATT, North Carolina
GARY L. ACKERMAN, New York
DARLENE HOOLEY, Oregon

JULIA CARSON, Indiana

BRAD SHERMAN, California
GREGORY W. MEEKS, New York
BARBARA LEE, California

DENNIS MOORE, Kansas
MICHAEL E. CAPUANO, Massachusetts
HAROLD E. FORD, JR., Tennessee
RUBEN HINOJOSA, Texas

JOSEPH CROWLEY, New York
WM. LACY CLAY, Missouri

STEVE ISRAEL, New York
CAROLYN McCARTHY, New York
JOE BACA, California

JIM MATHESON, Utah

STEPHEN F. LYNCH, Massachusetts
BRAD MILLER, North Carolina
DAVID SCOTT, Georgia

ARTUR DAVIS, Alabama

AL GREEN, Texas

EMANUEL CLEAVER, Missouri
MELISSA L. BEAN, Illinois
DEBBIE WASSERMAN SCHULTZ, Florida
GWEN MOORE, Wisconsin,

BERNARD SANDERS, Vermont

Robert U. Foster, III, Staff Director

1)



SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE AND GOVERNMENT SPONSORED
ENTERPRISES

RICHARD H. BAKER, Louisiana, Chairman

JIM RYUN, Kansas, Vice Chair
CHRISTOPHER SHAYS, Connecticut
PAUL E. GILLMOR, Ohio
SPENCER BACHUS, Alabama
MICHAEL N. CASTLE, Delaware
PETER T. KING, New York

FRANK D. LUCAS, Oklahoma
DONALD A. MANZULLO, Illinois
EDWARD R. ROYCE, California
SUE W. KELLY, New York
ROBERT W. NEY, Ohio

VITO FOSSELLA, New York,

JUDY BIGGERT, Illinois

GARY G. MILLER, California
MARK R. KENNEDY, Minnesota
PATRICK J. TIBERI, Ohio

J. GRESHAM BARRETT, South Carolina
GINNY BROWN-WAITE, Florida
TOM FEENEY, Florida

JIM GERLACH, Pennsylvania
KATHERINE HARRIS, Florida

JEB HENSARLING, Texas

RICK RENZI, Arizona

GEOFF DAVIS, Kentucky
MICHAEL G. FITZPATRICK, Pennsylvania
MICHAEL G. OXLEY, Ohio

PAUL E. KANJORSKI, Pennsylvania
GARY L. ACKERMAN, New York
DARLENE HOOLEY, Oregon

BRAD SHERMAN, California
GREGORY W. MEEKS, New York
DENNIS MOORE, Kansas
MICHAEL E. CAPUANO, Massachusetts
HAROQOLD E. FORD, JR., Tennessee
RUBEN HINOJOSA, Texas

JOSEPH CROWLEY, New York
STEVE ISRAEL, New York

WM. LACY CLAY, Missouri
CAROLYN McCARTHY, New York
JOE BACA, California

JIM MATHESON, Utah

STEPHEN F. LYNCH, Massachusetts
BRAD MILLER, North Carolina
DAVID SCOTT, Georgia

NYDIA M. VELAZQUEZ, New York
MELVIN L. WATT, North Carolina
ARTUR DAVIS, Alabama

MELISSA L. BEAN, Illinois

DEBBIE WASSERMAN SCHULTZ, Florida
BARNEY FRANK, Massachusetts

(I1D)






CONTENTS

Page
Hearing held on:
March 15, 2005 .....coooiiiiiieee et eeectre e e ee et e e e ee et ae e e e e e ntarraaeaeeeenne 1
Appendix:
MaArch 15, 2005 .....cocuiiiiieiieeieeiie ettt ettt ettt e ste ettt et e e beesabeeseennne 31
WITNESS
TUESDAY, MARCH 15, 2005
Donaldson, Hon. William H., Chairman, U.S. Securities and Exchange Com-
TNESSIOTL .eeviiieuitieeeiiteeeeitteeetbte e ettt e e e bt eeeeabteesbbteesabbeeesabe e e s sbeeeebbeeensbteeenabaeeennbeeennneen 14
APPENDIX
Prepared statements:
Oxley, Hon. Michael G. ......ccccoeiiiiiiiiiiieeiee ettt 32
Brown-Waite, Hon. Ginny .. 34
Fosella, Hon. Vito ............... 35
Gillmor, Hon. Paul E. .. 37
Hinojosa, Hon. Rubén ..... 38
Kanjorski, Hon. Paul E. . 40
King, Hon. Peter T. ............ 41
Donaldson, Hon. William H. .......ccccoooiiiiiiiiii e 42
ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD
Donaldson, Hon. William H.:
Written response to questions from Hon. Judy Biggert ........ccccccoevieninnnnn. 80
Written response to questions from Hon. Ginny Brown-Waite .................... 82

%)






REGULATION NMS: THE SEC’S VIEW

Tuesday, March 15, 2005

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE,
AND GOVERNMENT SPONSORED ENTERPRISES
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:13 a.m., in Room
2128, Rayburn House Office Building, Hon. Richard H. Baker
[chairman of the subcommittee] presiding.

Present: Representatives Baker, Ryun, Shays, Manzullo, Royce,
Oxley, Fossella, Biggert, Kennedy, Tiberi, Barrett, Feeney,
Hensarling, Davis of Kentucky, Fitzpatrick, Kanjorski, Ackerman,
Sherman, Moore, Ford, Crowley, Israel, Baca, Lynch, Scott, Velaz-
quez, Wasserman Schultz, and Maloney.

Mr. BAKER. [Presiding.] Good morning. I would like to call the
meeting of the Subcommittee on Capital Markets to order.

Today, the committee meets to receive comments from the chair-
man of the SEC on a proposed initiative now under review known
as Reg NMS.

I must confess to the committee that I do not come to this issue
with my usual passionate neutrality. I have a predetermined per-
spective, and my testimony this morning will reflect that.

This is the committee’s sixth market structure hearing over the
past 18 months. Needless to say, we all understand that this is a
vitally important subject for U.S. investors and the capital markets
generally. Philosophically, I have always been a very market-based
person and to support new regulatory intervention is something
that should be viewed as a last resort in my opinion. This funda-
mental approach is particularly relevant when considering the
issue before us today.

Reg NMS addresses four principal areas. Understandably, most
of the discussion has centered on its one most controversial aspect,
the trade-through rule. I have opposed the trade-through rule
based on free market principles and have been an advocate for its
repeal. It may have made sense at times in the past, but today it
is a relic of a bygone era. I believe it to be basic protectionism, and
in the 21st century, investors should be able to choose speed, ano-
nymity and certainty over what is generally seen as an advertised,
but not a guaranteed best price. I do not believe that choice should
be taken away from the investors.

Moreover, the trade-through rule has not been enforced on a con-
sistent basis. Indeed, the New York Exchange, the rule’s most ar-
dent supporter, is also one of the more frequent violators. The com-
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mission has been presented with what I believe to be clear data
supporting this claim, but is poised to act in the face of the clear
facts to the contrary. The trade-through rule has certainly accom-
plished at least one thing. It has helped the New York Exchange
maintain about 80 percent market share in listed securities. By
contrast, the Nasdaq, which operates without such a rule, has
about 20 percent market share in Nasdaq securities, with the rest
divided up among INET, ARCA and others.

From this fact alone, it is clear who is subject to competitive
forces and which market is protected. The bottom line is the trade-
through rule is anticompetitive, anti-investor, and antiquated. So
what 1s being proposed in the face of the evidence? Not to repeal
it, but amazingly to extend it to other market participants as well.
I cannot come to a conclusion that makes this suggestion make
sense. In a very similar or basic observation, it is like selling your
car and buying two horses, based on the view you will save money
on parking fees. I would not think that a well-advised strategy.

The Nasdaq market has never been part of the inter-market
trading system and therefore does not have a trade-through rule.
According to some independent observers, it has developed into the
most competitive marketplace for trading stocks. The Nasdaq has
thrived since the adoption of the over-handling rules and the ad-
vent of ECNs in the late 1990s. Three major markets, INET, ARCA
and Nasdaq all compete to trade the same securities without a
trade-through rule. There are more limit orders with Nasdaq and
roughly the same number of trade-throughs as compared to the
listed markets.

Two arguments are offered by the SEC in support of the trade-
through expansion: that the rule is needed to increase limit orders
and to reduce trade-throughs, both laudable goals which I support.
There is only one problem I find with the analysis: This plan will
not achieve that end. It is as if 30 years of trading history mean
nothing and 3 months of rulemaking is everything. Competition in
Nasdaq stocks is intense. No market has more than 30 percent
share, and the competition has been proven worthwhile for inves-
tors. As Matt Andresen stated before the committee last month,
based on our own experience trading large volumes of both Nasdaq
and listed equity securities, we believe strongly that execution
quality of the Nasdaq is significantly better than that of the listed
marketplace.

The commission justifies the re-proposed Regulation NMS with
various studies conducted by the Office of Economic Analysis,
known as the OEA. Several commenters have clearly outlined the
basics which are flaws of these studies. That is, the analysis had
a predetermined outcome to make the Nasdaq appear inferior in
operations to the NYSE. As to the trade-through study, with the
acquisition of brute technologies and the smart-order routing capa-
bilities, Nasdaq has been able to lower trade-through rates in
Nzclisdaq stocks from 2.5 percent in 2003 to the figure of 1.5 percent
today.

In addition to many trade-throughs that were incorrectly ac-
counted for as trade-throughs, actually involved lock and cross-
market or block trades, according to one commenter, excluding
large trades during cross-markets, the trade-through rate would
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drop to .08 percent. Additionally, studies rely on stale quotes,
which traders rightly trade through. If accessible quotes had been
utilized and excluded stale quotes, the trade-through rate would
have been even lower. Also, the OEA overestimated the shares
traded-through by, including the entire size of the order that trad-
ed through when calculating the size of the trade-through, rather
than the size of the displayed quote, which was actually traded
through.

The OEA used a statistically biased example of 4 uncommonly
volatile days. Even if 4 days were studied, the scope of the study
is very limited. With regard to the match pair study, the study ac-
tually shows Nasdaq market quality is on par with the NYSE. Over
one-quarter of the stocks in the sample are not eligible for NYSE
listing, and only 10 percent are from the Nasdaq 100. The S&P
Index study overstates the effective spreads of Nasdaq stocks and
thus concludes that the Nasdaq has inferior execution, but the
OEA employs a methodology that favors high-priced NYSE stocks
and also uses statistics from a single month.

The volatility study includes results that at least one commenter
has attempted and failed to be able to reproduce. The SEC’s short-
term volatility estimates are more than three-times higher than
that of the Nasdaq, and even higher than those in an NYSE study
upon which the SEC findings are based.

These are the four studies cited by the SEC to support the trade-
through. For all the reasons I have outlined, I will follow our hear-
ing today with a letter to Chairman Donaldson requesting informa-
tion pertinent to these documents, and respectfully request the
committee be granted sufficient time to review the information be-
fore the Commission moves to final promulgation.

In addition to the flawed studies, there is nothing even approach-
ing an industry consensus on the advisability of expansion of the
trade-through. Market participants including, but not limited to,
Nasdaq, Instinet, ARCA, TIAA-CREF, Bloomberg, Fidelity,
Schwab, Ameritrade, UBS, Morgan Stanley, J.P. Morgan Chase, I-
Trading and Securities Traders Association have all openly opposed
extending the flawed regulation to the Nasdaq marketplace. We
should not be imposing new regulatory regimes under these cir-
cumstances.

Along with substantive concerns, the process itself has troubled
me. When the original NMS was issued, the Commission requested
public comment, whether there even ought to be a trade-through.
The comments ran, from reports, about three to one against the
trade-through in any form. So how does it make sense to not only
keep it, but now extend it? Further, the re-proposal was issued 90
days ago, and appears to be on the verge of adoption. As you con-
trast this with the process for the Nasdaq to have its exchange ap-
plication considered, it was filed in March 2001 and yet there is no
action to move forward on that application.

There are recommendations now pending that the Commission
adopt which equate to the most sweeping reforms our markets
have experienced in 30 years, resulting from only a 3-month public
comment period. I do not understand why the SEC has disregarded
the results of its own ETF pilot fashioning Regulation NMS. Under
the pilot, the SEC granted a deminimus exemption to current
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trade-through rules for three ETFs. Never has the trading been
more liquid and efficient. It has been an overwhelming success by
any measure. Indeed, it accomplished everything trade-through op-
ponelnts predicted it would, but the Commission has ignored this
result.

Paradoxically, less than 2 weeks before the SEC proposed Regu-
lation NMS where it extends the trade-through to Nasdaq, it ex-
tended for a third time the terms of this pilot that technically re-
moves the trade-through. I am not aware of any public adverse
comment concerning the success of these pilots or their continuing
extension. It appears the Commission is having it both ways: on
the one hand saying that a trade-through is needed throughout the
market; and on the other, removing it from the trading of certain
securities. This needs to be made clear.

When Congress created the National Market System in 1975, the
stated congressional intent was to ensure economically efficient
execution of securities transactions and fair competition among bro-
kers and dealers, and between exchange markets and markets
other than exchange markets. Any fair reading would suggest that
Reg NMS with its preservation and expansion of the trade-through
rule is inconsistent with these underlying principles.

Regrettably, I feel I must say it. Regulation NMS ranks up there
with the worst public policy I have seen proposed for the securities
markets in my tenure in Congress. I would hope that there would
be serious consideration, at least to some of the concerns I have re-
cited, before the Commission acts in this matter. I sincerely do ap-
preciate the Chairman’s willingness to appear here today to listen
to our concerns and make comments as to the direction the Com-
mission may take. I hope we are able to work together going for-
ward to address the concerns raised.

Mr. Kanjorski?

Mr. KANJORSKI. Thank you, Mr. Chairman.

Mr. Chairman, we meet once again to discuss the important
issue of the regulation of our capital markets generally, and the
trade-through rule specifically. This time we will hear again from
the chairman of the Securities and Exchange Commission.

The ongoing deliberations over our national market system have
engendered strong emotions and considerable debate. As my col-
leagues already know from our extensive investigations into these
matters, market structure is also an extremely complex subject.

We are, Mr. Chairman, at a crossroads. A variety of agents in
our equity markets have questioned one or more aspects of the reg-
ulatory system governing our national markets during the last sev-
eral years. Technological advances and competitive developments
are also forcing us to confront a number of important decisions.

During his previous testimony before our panel concerning these
matters, SEC Chairman Donaldson noted that in pursuing any
plan to fix those portions of the national market system experi-
encing genuine strains, we must ensure that we do not disrupt
those elements of our markets that are working well. Chairman
Donaldson knows that I share his views in these matters. We
should not pursue change for change’s sake.

In his recent testimony before the Senate Banking Committee,
Chairman Donaldson also offered some insights into the Commis-
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sion’s deliberations regarding its broad set of proposals to update
the regulatory structure of our stock markets. He focused his com-
ments last week on the trade-through rule. In particular, he noted
that the regulation advances three important policy goals: it en-
sures best execution; it promotes fair and orderly markets to get
the best price; and it advances market depth and liquidity.

Chairman Donaldson will, as I understand, expand on those
views today by providing us with more analysis and detail about
his thinking regarding these matters. In his comments today, I
hope that Chairman Donaldson will once again express his support
for the trade-through rule. From my perspective, this standard is
one area of our regulatory structure that has worked well for near-
ly three decades. As one of the foundations of our national market
system, this rule has ensured that all investors get the best price
that our securities markets have to offer regardless of the location
of a trading transaction.

Today, I also suspect that many of my colleagues will focus on
the Commission’s newest proposal to alter the trade-through rule
when asking questions of Chairman Donaldson. In addition to ap-
plying the trade-through rule to all securities marketplaces, the
Commission’s latest plan for updating the national market system
includes two alternatives for implementation: the market best bid
or offer alternative and the voluntary depth alternative.

The voluntary depth alternative would almost certainly result in
only one way for markets to differentiate themselves, namely, how
much they are willing to pay other market participants for their
order flow. In my view, promoting competition based on payment
for order flow will prove detrimental in the long term to average
retail investors because of the conflicts of interest it creates. This
issue is one that the Commission should carefully study.

The incremental approach contained in the market best bid or
offer alternative is therefore the preferable option going forward.
The adoption of this alternative will also help to ensure that the
Enited States maintains its global leadership in our financial mar-

ets.

In closing, Mr. Chairman, it is my very strong hope that the
Commission in working to finalize any changes in the market
structure rules will make certain that any regulation it promul-
gates will provide an improvement over the existing regulatory re-
gime and protect the interests of retail investors.

I look forward to receiving the testimony of Chairman Donald-
son.

[The prepared statement of Hon. Paul E. Kanjorski can be found
on page 40 in the appendix.]

Mr. BAKER. I thank the gentleman for his statement.

Chairman Oxley?

Mr. OXLEY. Thank you, Mr. Chairman.

Chairman Donaldson, welcome back to the committee. In case
you do not get enough of us today, you will be coming back for
more when you return in April to talk to us about Sarbanes-Oxley.
We look forward to having you there again.

Today, our topic is Reg NMS, and I want to begin by com-
mending Chairman Baker’s outstanding leadership on the impor-
tant and difficult issues raised by the proposal before us today,
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Regulation NMS. I have found the Financial Services Committee’s
five previous hearings on this Securities and Exchange Commission
initiative to be extremely informative. I am only sorry that I
missed the famous hearing in New York. Perhaps we could have
an instant replay of that at some point.

The threshold questions for me are, what kind of marketplace do
we want to create for the 21st century? And in what direction do
we want the markets to go as they evolve and adapt to technology?

My approach to these complex issues is governed by the belief
that Congress should work to reduce or eliminate any regulatory
advantages that inhibit competition and artificially preserve mar-
ket share. As an advocate of free markets, I believe that we should
move the National Market System toward more robust competition,
more investor choice, and greater investor protection. Of course, we
must be guided by best execution for the investor. If an investor
misses the best price, that is not best execution. If a trade cannot
be completed, that is not best execution.

At the subcommittee’s spirited hearing last month, six major
market participants, Nasdaq, Instinet, Bloomberg, Knight, Schwab,
and Citadel, all expressed opposition to the portion of the Reg NMS
proposal that would preserve and expand the trade-through rule.
As a matter of applying free-market policy, I share that view.
While the trade-through rule had its purpose in an earlier era, to-
day’s technology has rendered it regulatory and anti-competitive.
As I discussed at the last hearing, let’s remember the broker’s fidu-
ciary duty to obtain best execution of his clients’ orders is a more
efficient way of ensuring investor protection.

Therefore, it does not make sense, it seems to me, to extend the
trade-through rule to the Nasdaq market, which has operated effi-
ciently and competitively without it. I can think of no compelling
reason to expand the rule, with its associated and quite significant
compliance costs, to the vibrant Nasdaq marketplace.

If the SEC were to modify the proposal so that the trade-through
rule is not expanded, that is an outcome that I think most inter-
ested parties could support. It strikes me as a sensible compromise
that would improve the status quo. A final rulemaking that resists
the urge to over-regulate the Nasdaq market would include signifi-
cant improvements over the existing regulatory structure. The Reg
NMS trade-through provision as applied to only exchange-listed
stocks would be more enforceable than the current rule and would
recognize the difference between automated and manual markets.

Reg NMS, as modified, would encourage the New York Stock Ex-
change to continue to modernize its market. The hybrid proposal
crafted by the exchange is an important step in this direction. I
want to commend John Thain for his leadership and vision. I know
he is committed to serving investors in this age of rapidly changing
technology.

We are nearing the end of a long process. I would like to com-
mend the Commission and its staff for their hard work over the
past several years. This is a difficult and complex area, and I cer-
tainly recognize the good intentions and good will of people on all
sides of this important issue.

Mr. Chairman, I thank you again for your leadership and I yield
back.
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Mr. BAKER. I thank the Chairman.

Mr. Ackerman?

Mr. ACKERMAN. No, thank you.

Mr. BAKER. Mr. Ford?

Mr. Crowley?

Mr. CROWLEY. Thank you, Mr. Chairman.

I would like to thank Chairman Baker and ranking member
Kanjorski for holding this hearing today on Reg NMS. I also want
to welcome Chairman Donaldson here today who will discuss with
us where the SEC is in their process of completing Reg NMS and
how they plan to modernize and strengthen the regulatory struc-
ture of the U.S. equity markets.

The Chairman and I were able to speak briefly privately a few
weeks back where I expressed to him my concerns about the SEC’s
proposed voluntary depth alternative. Without getting into depth
here on the subject, I do hope that in the final rule this voluntary
depth alternative will be rejected.

Additionally, I welcome the discussion of applying the market
BBO alternative across all markets and to all NMS stocks, under
the guise of ensuring that investors will be treated the same re-
gardless of the stocks they are trading. While I know some argue
that the trade-through rule is antiquated and impedes competition
by forcing their businesses to operate at the speed of the slowest
market, I disagree.

I agree with your comments before the Senate Banking Com-
mittee on the 9th of this month where you stated, “The trade-
through rule is designed to promote fair and orderly markets and
investor confidence by providing greater assurance that limit or-
ders displaying the best prices are not bypassed by trades at infe-
rior prices.”

Additionally, I was concerned with the comments in your pre-
pared testimony for this morning whereby you reference an SEC
staff study found that trade-through rates are significant for
Nasdaq stocks; that approximately 98,000 Nasdaq trades per day
receive a price that is inferior to a displayed and accessible
quotation. I share your concerns that thousands of retail investors
each day may unwittingly be receiving an inferior execution of
their orders in the Nasdaq stocks.

I also agree with your testimony whereby you stated, “The rel-
evant data does not support any sweeping claim that trading in
Nasdaq stocks now is generally more efficient than trading in the
New York Stock Exchange stocks.”

Finally, I believe that if the SEC does not apply the trade-
through rule across all markets, regulatory arbitrage will be the re-
sult. While professional traders will profit in a market with no pro-
hibitions, those profits will not be passed on to our consumers. This
issue is about the uniformity of markets. If price protection is good
for investors trading General Motors on the New York Stock Ex-
change as a New York Stock Exchange-listed stock, then it should
also be extended to investors trading Microsoft, a Nasdaqg-listed
stock. Again, this highlights the need for the extension of the
trade-through protections to all U.S. equity markets. The trade-
through rule has helped smaller investors smooth the path from
Main Street to Wall Street.
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Finally, Mr. Chairman, in the Chairman’s opening statement, I
would appreciate him, if he could, comment on his thoughts on the
New York Stock Exchange’s hybrid proposal and if he believes it
represents a dramatic and positive change; and is it consistent with
the principles behind Reg NMS? The hybrid model demonstrates
that once approved, the New York Stock Exchange will marry the
best of electronic trading and the auction market. Investors will
have choices. If they want speed, certainty and anonymity of execu-
tion, they will have it. If they want the opportunity for price im-
provement, they will have that as well.

I look forward to your testimony, Mr. Chairman, this morning.
With that, I yield back the balance of my time.

Mr. BAKER. I thank the gentleman.

Mr. Ryun?

Mr. RYuN. Thank you, Mr. Chairman. I appreciate your sched-
uling this hearing to discuss the important issue of market struc-
ture, and specifically the SEC’s proposed Reg NMS.

Chairman Donaldson, thank you for being with us today. We look
forward to hearing your expertise on this particular issue. I look
forward to your unique perspective on the pending proposal. I am
especially interested to hear your thoughts on the merits of ex-
panding the trade-through rule to the Nasdaq.

While I certainly support the careful governance of the securities
industry and am mindful of the oversight of Congress and this
panel, I am generally inclined to only look for additional govern-
ment intervention or regulation when something is not functioning
properly.

There is an old adage that says if it is not broke, don’t fix it. I
am afraid that expanding the trade-through rule at this time could
be failing to heed that advice. It seems to me the Nasdaq market
has functioned quite well without the rule and I am curious about
the reasons that the SEC would look to expand that rule now.

I applaud the New York Stock Exchange for the steps it has
taken to modernize its marketplace. I am also pleased to see the
other items and the Reg NMS that they are widely agreed upon.
However, I am afraid that expanding the controversial trade-
through rule without allowing the changes that without wide sup-
port would be implemented, that could lead to problematic results.

I also feel that it would be prudent to allow the New York Stock
Exchange’s new hybrid system some time to operate before inject-
ing another dramatic change into the marketplace. I look forward
to your thoughts and your expertise on these issues, and I yield
back my time.

Mr. BAKER. I thank the gentleman.

Mr. Israel?

Mr. ISRAEL. Thank you, Mr. Chairman.

Obviously, we have already heard quite a diversity of opinion on
the trade-through rule, so let me offer my own as briefly as I can.

Let me begin by welcoming Chairman Donaldson and stating
that I certainly appreciate the importance and the enormity of the
task that the SEC has undertaken. Clearly, our markets must be
modernized if they are to maintain their status as the most com-
petitive and most dynamic in the world.
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I do, however, have several significant concerns about the regula-
tion as proposed, and also regarding recent movement to change
the application of the trade-through rule. In the past in this com-
mittee, I have gone on record expressing my reservations about the
proposed virtual consolidated limit order book structure, and those
reservations still stand.

However, I do want to weigh in on the conversation that we have
already had today about the importance of maintaining the integ-
rity of the trade-through rule. I fear that any weakening of the
trade-through rule would take away investors’ assurances that
their representatives are working to execute their trades at the
best price. As we are all aware, the difference between the best
price and the second-best price can be very significant, more than
four cents per share for the S&P 100 stocks listed on the New York
Stock Exchange.

These additional expenses would affect all investors large and
small. But the brunt of them would be borne by small investors
who are less able to monitor closely execution costs and to question
their brokers or agents about prices received. Investors deserve and
demand the highest quality order executions and the best price on
all transactions.

I want to emphasize the word “all,” as I am concerned by recent
talk of a carve-out for the Nasdaq. Simply put, I believe that the
trade-through rule is good for investors and therefore all investors
deserve the benefits of it, whether the stocks they seek to purchase
are New York Stock Exchange-listed or Nasdaq-listed.

I want to particularly note that I believe that one of the strong-
est protections available today is the ability for investors to be
made whole when a trade-through occurs. Today, this protection is
available on the New York Stock Exchange, but not on the Nasdaq
where there is no trade-through rule. The SEC’s current proposal
to extend this protection to investors in Nasdaq-listed securities
makes sense, and I would strongly urge us not to yield to recent
calls to create a Nasdaq carve-out.

The New York Stock Exchange has been the most prominent
symbol of capitalism in the world. I believe that seeking to emulate
its reputation for transparency in all transactions and ensuring the
best price for all investors, large or small, at all of our markets can
only improve our national economy.

I look forward to a continuing discussion of these and other
issues. Thank you, Mr. Donaldson, for joining us today, and I yield
back the balance of my time.

Mr. BAKER. I thank the gentleman.

Ms. Biggert?

Mrs. BIGGERT. Thank you, Mr. Chairman, for holding this very
important hearing today.

Thank you, Mr. Donaldson, for being here today.

As we all know, the Securities and Exchange Commission is
charged with protecting investors and maintaining the integrity of
the securities market. Today we will examine whether a proposed
rule by the SEC follows the SEC’s mission and vision. As we con-
duct an analysis of the proposed rule, let us keep in mind that the
Government is not in the business of innovation. Innovation is
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birthed out of the genius of our entrepreneurs and market partici-
pants. It is a response to investor demand.

I am pleased that the SEC has moved forward with its work on
this regulation, and I would argue that probably 90 percent of the
proposal would benefit our markets, market participants and inves-
tors. I also believe that the SEC should approve the New York Ex-
change’s hybrid proposal. However, I cannot at this time under-
stand the rationale for the trade-through rule that we have heard
so much about.

I understand that the vast majority of the Commission is not in
agreement over the rule and the rule has sparked healthy discus-
sions and debate, but it appears that the critics’ view of the rule
is unnecessary at this point in time. It has been brought to my at-
tention that some of the SEC intends to apply the trade-through
to the Nasdaq marketplace which currently has no trade-through
rule, as well as the New York Stock Exchange, which currently
does have the rule.

As the SEC’s statistics show, there are only a small number of
trade-throughs in the Nasdaq marketplace, about 2.5 percent of the
trades. More than half of these trades, though, are outside the
quote for only one penny per share, and the Nasdaq market